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Pakistan has faced a steadily worsening current account over the last five years
starting FY14, whereby the CAD deficit stood at USD3.13bn, which has ballooned
to USD15.96bn in the 11MFY18 (CAD to GDP at 5.36% - highest level in the last
nine years). This deficit is explained by 1) a drop in the country@ export of goods
from USD24.09bn in FY15 to USD22.78bn in the 11MFY18, 2) sharp rise in import
of goods which have surged from USD48.45bn seen in FY13 to USD60.15bn in
11MFY18 and 3) slowing pace of growth in remittances in FY15 & FY16 to a de-
clining trend observed since FY16 whereby the remittances tally stood at
USD19.92bn which later shrunk to USD18.03bn in 11MFY18.
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Total Exports 23,213 24,893 31,114 29,731 31,526 30,423 29,968 27,431 27,558 27,480

Total Imports 39,220 38,119 43,570 48,688 48,445 49,663 50,205 50,120 58,577 60,147

Balance on Primary In-
come

Balance on Secondary
Income (incl. Remittances)

CA Balance (9,261) (3,946) 214 (4,658) (2,496) (3,130) (2,795) (4,867) (12,621) (15,961)
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(4,407) (3,282) (3,017) (3,245) (3,669) (3,955) (4,599) (5,347) (5,048) (4,834)

11,154 12,562 15,687 17,544 18,092 20,065 22,041 23,169 23,446 21,540

This economic reality is adequately depicted in our official liquid reserves stock-
pile (held with SBP) which peaked at USD18.19bn in end FY16 to a recent low of
USD9.48bn (as at 6th July, 2018). The steady decline in FX reserves has also re-
flected in the PKR/USD parity which has seen an all-time low of 121.50 in the in-
terbank market. This translates into a decline of 15.12% in value against the
Greenback since early DecQ Mewvels of PKR105.54.
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Since taking power the PML-N government focused on a pro-growth economic
policy, while also maintaining the PKR/USD parity in a tight corridor of
PKR102~105 against the US dollar. The currencyQ strength was maintained on
the back of an IMF program entered into late FY13 which granted Pakistan a sum
of USD6.7bn, alongside a gift of USD1.5bn in early 2014 by Saudi Arabia.

The artificially strong Rupee translated into a gradual stagnation in exports
(decline in exports was also in part due to energy shortages till late FY16 after
which new generation capacity eased the energy shortfall to some extent) as it
made Pakistan uncompetitive in the face of weakening regional currencies and
even more alarmingly subsidized imported consumption, which is clearly evident
from the ballooning import bill of consumer goods since FY14.
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The governmentQ failure to implement energy reform in a meaningful manner
also resulted in a sizeable surge in the energy import bill which soared from
USD8.36bn in FY16 (a period of severe contraction in international oil prices) and
to USD12.23bn in 11MFY18. The lack of energy reform also led to a mammoth
circular debt element which has now expanded to around PKR950bn (was fully
settled in 2HFY13 to the tune of PKR480bn). The burgeoning circular debt adds
tremendously to the countryQ fiscal imbalance and poses itself as the most seri-
ous challenge to the new government that is likely to take charge of proceedings
post election 2018.
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The country@ external debt stock has jumped rapidly from a level of USD60.89bn
in end FY13 to USD91.76bn in 9MFY18; this depicts a sharp growth of 50.7% in a

Eurobond Apr'2019 1,000 7.250% 5Yr X X L. .
sukk  Dec2019 1000 6750%  Svr §pace .of five years. Most of this debt was tak.er\ to |n|jt|ate .develiopment‘ prOJects
including CPEC and to fund government deficits (which aided in sustaining the
Sukuk  Oct'2021 1,000  5.500%  5Yr . . . )
growth momentum). The increase in debt was mainly from issuances of 1) Euro
Sukuk  Dec'2022 1,000  5.625%  5Yr . . . . .
curobond Aoraoo4 1000 £250% 10y & Sukuk bonds (USD7.5bn issued since FY13) in the international debt market, 2)
urobond prl ’ ' °° " Funding from the IMF in the shape of USD6.7bn extended fund facility, 3) Com-
Eurobon Sep‘2025 00 8230% 10Yr ) ercial loans being taken from Chinese banks lately and 4) Fresh disbursements
Eurobond Dec2027. 1,500 6.875%  10Yr +hr4ugh various other multilateral sources.
Eurobond Mar'2036 300 7.875% 30 Yr . ~ ~ ~ . . A
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The aggressive growth in the country@ debt stock has led to a surge in External
Debt to GDP ratio which now stands at 30.81% against 25.62% seen in FY14. Alt-
hough the reading remains within a relatively comfortable range and does not
pose an immediate challenge, however the more appropriate debt flow ratios
give off alarming signals. Total External Debt to Foreign Exchange Earnings
(measures the country@ FX generation capacity against its total external debt
profile) has jumped to 1.84x which is within breaching distance to the interna-
tionally accepted safety threshold of 2.00x. More interestingly this is the highest
level seen in the last sixteen years since FY03, and every time this ratio has
breached beyond 1.5x~1.6x in our history, the country has ran into BOP crises
and consequently sharp currency devaluation.
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Total Public External Debt 48,835 53,570 57,897 55,862 51,245 54,742 54,674 61,357 66,103 73,020
Total External Debt 52,331 61,567 66,366 65,478 60,899 65,268 65,170 73,945 83,431 91,761
External Debt Servicing - Principal 3,588 3,592 2,874 3,489 5,553 6,088 4,236 3,972 6,522 3,527

External Debt Servicing - Interest 1,159 1,015 1,074 1,019 933 909 1,172 1,346 1,624 1,441

External Debt - Rollover/Rescheduling 1,600 1,723 1,488 1,543 700 1,700 2,749 3,524 4,157

External Debt Service - FX Movement 3,147 2,884 2,460 2,965 5,786 5,297 2,659 1,794 3,989 4,968

GDP at Market Prices 162,045 173,957 212,543 211,848 225,857 254,722 269,606 277,540 304,736 297,792
Foreign Exchange Earnings** 35,343 38,126 47,693 48,243 50,197 51,153 52,917 51,336 51,867 49,872
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One key measure for external debt sustainability is the External debt service to
foreign exchange earnings (internationally accepted safe reading is within 20%).
This metric for Pakistan currently stands at 9.96% against 15.71% seen in FY17,
which is below the recommended threshold and hence indicates no immediate
threat of a debt trap like situation. This metric is likely to take a turn for the
worse amid large repayments and worsening reserves position in FY19 and can
breach the 20% threshold. (As a rule of thumb if a country can generate enough
FX earnings through exports, remittances and other FX inflows to fully meet its
debt servicing requirements - debt principal repayment and interest, it is consid-
ered liquid on the sovereign front and able to fully service all current debt obliga-

tions).
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Nevertheless, the external debt service remains challenging upon 1) large repay-
ments to IMF (starting FY19) and other lenders, 2) gradual maturity of interna-
tionally floated bond issues, 3) Higher debt service on commercial loans
(especially those taken recently from Chinese institutions) as they are short tenor
and carry market based interest rates and 4) ratings outlook downgrade by inter-
nationally recognized rating agencies: MoodyQ and Fitch which has led to a spike
in yields on Pakistan@bonds by more than 200bps in recent times, thus making it
difficult & pricier to access international debt markets for fresh issues.
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The country@ waning BOP situation warrants a funding requirement of
USD8~10bn in the upcoming 12~18 months. This is based on our following as-
sumptions: 1) expected increase in exports which should conservatively dial in at
USD25bn in FY19 propelled by a weaker PKR (currency weakness related traction
in exports may be fully observed by FY20 due to time lag effect), 2) expected re-
duction in imports which should settle at USD47bn amid softer CPEC related im-
ports (as a major chunk of power generation and construction machinery has
already been imported) and discouraged consumption of non-essential imports
due to a weaker currency, 3) remittances likely to dial in at USD20bn and 4)
USD4~5bn net debt service in FY19 of which IMF:0.63bn, Eurobond retirement:
USD1bn and USD3~4bn commercial loans & others etc.

LaC . IFAf2dziy ' tNBaairAy3a bSoOSaarie

We expect the country will most likely enter into another IMF program with an
expected funding size of USD7-8bn. We expect the newly elected government
(post elections 2018) to initiate proceedings with the IMF for a fresh bailout
package with the lender most likely imposing stricter restrictions as part of its
bailout program. These will include expansion of the economyQ tax net, which
will make life even more difficult for non-filers of income tax returns, and un-
bending implementation of energy reforms. The IMF will most likely introduce
limits/complete restriction on GoPQ borrowing from the central bank which can
trigger another round of ccrowding out€ of the private sector as the government
will turn to commercial banks to meet shortages at the fiscal front.

We further expect IMF to stress on the need for an uncompromised monitoring
and implementation of AML/CFT framework to enhance compliance and risk
monitoring in the countryQ financial system and arrest any unnecessary leak-
ages. These measures will hamper the consumption appetite emanating from the
informal economy and have negative implications for overall economic growth in
the medium term.
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Energy reforms will primarily include recovery of outstanding dues in the energy
chain and increase in gas prices alongside elimination of subsidies which are all
likely to increase cost of doing business and erode margins across various sectors

of the economy. Higher gas prices will trigger a potent wave of A Y b | & Brghd NJ
sures.
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We expect the central bank will have to raise interest rates at a rapid pace in or-
der to 1) prevent/reduce dollarization in the economy by magnifying the lure of
local money market instruments, 2) contain the appetite for consumption espe-
cially imports of non-essential items, 3) alter the mix of GoPQ domestic debt
portfolio as it is currently heavily tilted towards ST instruments (53% share of
floating debt), this will help in reducing interest rate and rollover risk on GoPQ
domestic debt portfolio and lastly 4) it will allow the CAD deficit to be kept under
reasonable limits. We expect interest rates to be increased in the range of
275~300bps by DecQ maRing the overall DR to 9.25%~9.50%.
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Given the case explained above we expect the ambitious economic growth tar-
gets set at more than 5% will be highly unlikely in a higher interest rate, higher
operating cost and economic austerity environment. We estimate the overall
growth to dial in around 3% & 3.5% for FY19 & FY20 respectively, while the im-
plementation of the reform agenda and correction of CAD and fiscal imbalances
will eventually pave way for a much more potent economic growth outlook post
FY20.
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We expect a combination of higher interest rates, weaker currency, cost pres-
sures due to an inflationary wave and most importantly a slowing growth trajec-
tory does not bode well for the equity market. We expect further downside in
cyclical sectors such as Automobiles (weaker PKR, higher interest rates, softer
consumption appetite and increased competition will dent earnings) and Ce-
ments (increased capacity, expensive inputs, higher debt servicing cost and lack
of pricing power will play down on overall profitability).

The defensive sectors such as Fertilizer and Power may continue to offer decent
yields however any changes in policy regarding gas pricing, delay in settlement of
circular debt (relevant for the power sector) will keep a lid on stock price perfor-
mance. Banking on the whole is likely to benefit in the medium term as the GoP
reverts to LT borrowing instruments and as interest rates start inching up, hence
creating NIM expansion, however we maintain our preference in large cap banks
as mid-tier players may experience the NPL@ stock to surge in a high interest rate
environment. Lastly the E&P sector also makes it to our recommendationQ list
upon its currency hedge and a relatively stable high oil price environment.

Based on pure fundamentals and our assumptions on the economic front, we do
not expect the equity market to resurge with its full colors anytime soon, howev-
er successful conclusion of the general elections can create a relief rally which
can be sustained with excess liquidity in the system. As a conclusion we believe
clarity on the economic policy front which is expected in the next six months will
play a lead role in deciding the future direction of the PSX, with a strong likeli-
hood to a dull close (from a returns perspective) to the ongoing calendar year.
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The research analyst denoted AC on the cover of the report on with the name of analyst who has written the report. The analysis and views express in
this report exclusively reflect his/her personal views about the subject, company or security. Furthermore his/her compensation was, is or will not be
directly related to the recommendation or views articulated in this report. The information provided in this report is based on information available to
the analyst and in accordance with best of his/her knowledge.
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This report has been prepared and circulated by Habib Metropolitan Financial Services Limited (b | a C {fdr ihfédrmation only, and is not intended to
provide investment advice and does not take into account the specific investment objectives, financial situation and the particular needs of the
recipients. It may be noted that information presented and opinions expressed in this report do not constitute a proposition for or solicitation of any
offer to buy or sell any securities or futures. While information collected for the report has been through sources believed to be accurate and reliable
at the time of publication, HMFSL nonetheless makes no representation or warranty as to its accurateness and/or completeness. Investors should
always seek financial advice and make their own judgment regarding the appropriateness of investing in any securities or other investments and
should understand that statements regarding future prospects of investments or investment strategies may not be realized. Investors should note that
income from such securities or other investments, if any, may fluctuate and that price or value of such securities and investments may rise or fall.
Accordingly, investors may receive back less than originally invested and HMFS accepts no responsibility or liability whatsoever for any type of
subsequent and significant loss arising from any use of this report or its contents. To the extent permissible by law HMFSL and any of its officers,
employees or directors may take or have a position, or otherwise be interested in any transaction in any securities or futures directly or indirectly
forming the subject of this report. HMFSL may be also interested or may have business relationships with the companies profiled in this report. This
report may not be distributed and published without HMFSL's consent.
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